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1 I. 


Introduction And Summary Of Background 


2 Q. Please introduce yourself to the court. 

3 A. My name is Daniel Robert Fischel. 

4 Q. Where do you live? 

5 A. I live in [DELETED] 

6 Q. Where are you employed? 

7 A. I am employed by the University of Chicago, where I am the Lee and Brena Professor of 

8 Law and Business at the University of Chicago Law School. I am also the President of Lexecon, 

9 a consulting firm that specializes in the application of economics to a variety of legal and 

10 regulatory issues. 

11 Q. Has your work at the University of Chicago and Lexecon focused on any particular 

12 areas? 

13 A. Yes. I have focused on the economics of financial markets. 

14 Q. What courses have you taught in your career as a law professor? 

15 A. I have primarily taught courses in corporate finance, corporations, business associations, 

16 economic analysis of law, and a variety of advanced courses on economic analyses of various 

17 topics, including corporations and the regulation of financial markets. 

18 Q. Are you currently teaching any courses at the Law School? 

19 A. Yes. This year I taught a course on corporate frauds and a course on non-profit 

20 institutions. My course on corporate frauds covered a variety of different subjects including the 
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1 relationship among corporate board structure, management tenure, executive compensation, and 

2 the propensity of management to engage in wrongdoing. 

3 Q. Have you held other positions at the University of Chicago? 

4 A. Yes. For a number of years, I had a joint appointment at the Graduate School of 

5 Business. In addition, for many years I served as the Director for the Law and Economics 

6 Program, which is headquartered at the Law School, but is actually a university-wide program. 

7 In addition, I also served as the Dean of the Law School for a number of years. 

8 Q. What type of work do you do in your capacity as the President of Lexecon? 

9 A. First of all, as the President, I am responsible for all of the work done by Lexecon. 

10 However, the primary focus of my personal work at Lexecon is serving as an expert witness or 

11 consultant in matters related to my expertise in the economics of financial markets and related 

12 subject areas. 

13 Q. Please provide examples of the types of expert or consulting work you have done 

14 with Lexecon. 

15 A. I am currently serving as the principal expert witness for plaintiffs in some 300 class 

16 action cases filed against a number of issuers and investment banks dealing with the allocation of 

17 initial public offerings. I also am the lead expert for the United States in the approximately 100 

18 breach-of-contract cases filed against the Federal Government by savings and loan institutions. I 

19 am also involved as an expert in many major corporate fraud matters. 

20 Q. Have you been hired to act as a consultant or advisor to the Federal Government in 

21 other matters? 
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1 A. Yes, I have. Over the years, I’ve served as an expert or consultant or both for many of 

2 the agencies of the Federal Government, including the United States Department of Justice, the 

3 Securities and Exchange Commission, the Federal Trade Commission, the Department of Labor, 

4 the Resolution Trust Corporation, and the Office of Thrift Supervision. One I’m particularly 

5 proud of in recent years is working with the United States to come up with a fair valuation 

6 system for compensation of victims of the World Trade Center disaster. 

7 Q. Have you provided expert witness or consulting services to regulatory bodies? 

8 A. Yes. I have worked with various regulatory bodies, including the New York Stock 

9 Exchange, the National Association of Securities Dealers, and the Chicago Board of Trade. I 

10 have also worked with some foreign regulatory bodies, including the Canadian Securities and 

11 Exchange Commission. 

12 Q. Have you authored any publications regarding the economics of law and financial 

13 markets? 

14 A. Yes. I have published approximately fifty articles in leading legal and economic journals 

15 and have co-authored, with the Honorable Frank Easterbrook of the Seventh Circuit Court of 

16 Appeals, a book entitled The Economic Structure of Corporate Law, Harvard University Press 

17 (1991). A full listing of my publications is provided in my curriculum vitae. (JD-013292) 

18 Q. Professor Fischel, can you tell us a little bit about your academic background? 

19 A. Yes. I received my B.A. with a major in American History and a minor in Economics 

20 from Cornell University in 1972. In 1974,1 received a Master of Arts in American History from 

21 Brown University, and in 1977 I earned my juris doctorate from the University of Chicago. 

22 While at the University of Chicago, I studied law and economics with various members of the 
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1 faculty, including Richard Posner. I then had the privilege of serving as a law clerk for two 

2 years, working first with the Honorable Thomas Fairchild, who was then the Chief Judge of the 

3 Seventh Circuit Court of Appeals in Chicago, and then serving as a law clerk to the now late 

4 Supreme Court Justice Potter Stewart. Prior to my academic tenure at the University of Chicago, 

5 I also served on the faculty of the Northwestern University School of Law. 

6 Q. Would you please describe some of your professional activities? 

7 A. I am a Member of the American Economics Association and the American Finance 

8 Association. I am also a member of the Board of Directors of the Center for the Study of the 

9 Economy and the State at the University of Chicago, and have previously served as the Chairman 

10 of the American Association of Law Schools’ Section on Law and Economics. As part of my 

11 professional activities, I have had the honor of speaking as an invited lecturer to various 

12 professional groups, as well as at many major universities. I have also frequently been invited to 

13 speak at various programs organized by federal judges, such as judicial conferences. 

14 Q. And do you serve as a referee for articles published by others in economics? 

15 A. I have served as a referee for the Journal of Financial Economics , the Journal of Law 

16 and Economics, and the Journal of Legal Studies. 

17 II. Expertise of Particular Relevance to This Matter 

18 Q. What is your understanding of the purpose of your testimony here today? 

19 A. I have been asked by counsel for Defendants to evaluate from an economics perspective 

20 the opinions and testimony of Dr. Max Bazerman concerning potential remedies in this case. In 

21 particular, I have been asked to analyze Dr. Bazerman’s opinions and testimony regarding how 
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1 potential incentives and biases will affect Defendants’ future conduct and to focus on one of the 

2 more extreme remedies discussed by Dr. Bazerman - the removal of senior management. 

3 Q. How is your academic and consulting work and research related to your opinions in 

4 this case? 

5 A. I have researched, written, and testified extensively on corporate governance issues. In 

6 particular, I have testified extensively on the relationship between various aspects of executive 

7 compensation and the incentive of corporate management to engage in wrongdoing. 

8 Q. Please provide some examples of your work in this area. 

9 A. I have been involved as a consultant or expert witness in many of the corporate scandals 

10 that have made headlines, including Enron, WorldCom, Quest, and Adelphia. For example, in 

11 the Enron criminal trial currently going on in Houston, I’m scheduled to testify on, among other 

12 things, whether a defendant’s stock trading gave him an incentive to defraud investors. 

13 Q. Have any of your publications dealt with the area of corporate governance in the 

14 face of scandals? 

15 A. Yes. I wrote a book entitled Payback: The Conspiracy to Destroy Michael Milken and 

16 His Financial Revolution, Harper Business (1995). In this book, I explored the prosecution of a 

17 number of white collar crime cases brought under Rudolph Giuliani’s administration in the 

18 1980s, including the infamous case of Michael Milken. This book also examines the savings and 

19 loan crisis. 

20 Q. Have any of your other publications addressed corporate scandals or other 

21 corporate ethics issues? 
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1 A. Yes. I also co-authored an article, Corporate Crime, 25 J. Legal Studies 319 (1996) 

2 (with Alan O. Sykes). This article focused on the appropriateness of using criminal penalties 

3 against organizational defendants. Professor Sykes and I also wrote an article, Civil Rico After 

4 Reves: An Economic Commentary , 1993 Sup. Ct. Rev. 157, which focused on the 

5 appropriateness of using RICO against organizational defendants. I have also addressed the 

6 issue of behavioral psychology research, specifically in the context of financial markets, Efficient 
1 Capital Markets, the Crash, and the Fraud on Market Theory, 74 CORNELL Rev. 907 (1989). I 

8 have also written extensively on corporate governance. 

9 Q. Has your work in this area provided insight that is particularly related to the 

10 development of your opinions in this case? 

11 A. Yes it has. I have conducted extensive study on reactions to and attempts to modify 

12 alleged corporate wrongdoings or misconduct, including proposed legislative solutions, 

13 judicially-imposed remedies, marketplace adjustments, and internal company actions. 

14 hi. Summary of Opinions 

15 Q. Please provide the Court with an overview of your opinions. 

16 A. I have three principal opinions in this case: (1) Dr. Bazerman’s reliance on behavioral 

17 decision research to justify the removal of senior management is misplaced; (2) Dr. Bazennan is 

18 wrong to conclude that the Defendants’ allegedly unlawful conduct will necessarily continue; 

19 and (3) Dr. Bazennan’s other proposed remedies have flaws similar to those associated with 

20 removing senior management. 

21 Q. Please summarize your first opinion regarding Dr. Bazerman’s reliance on 

22 behavioral decision research. 
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1 A. Dr. Bazerman’s reliance on behaviorial decision research fails to justify removal of 

2 senior management for at least three reasons. First, the effects of potential biases on senior 

3 managers’ behavior are ambiguous. Second, Dr. Bazerman’s proposed remedy fails to address 

4 the possibility that replacement management will suffer from similar incentives and biases as 

5 those he claims exist in current management. And, third, there are intractable practical problems 

6 associated with the remedy of removing senior management and with the monitoring scheme that 

7 Dr. Bazerman proposes to implement it. 

8 Q. Please summarize your second opinion regarding Dr. Bazerman’s conclusion that 

9 Defendants’ allegedly unlawful conduct will necessarily continue. 

10 A. Dr. Bazerman’s conclusion that Defendants’ alleged misconduct will continue absent 

11 significant structural changes is flawed because it is based on the unsupported assumption that 

12 Defendants or their current management will not heed the directions or orders of this Court. 

13 Moreover, the existence of numerous mechanisms that exist to give managers incentives to act 

14 lawfully, coupled with the broad powers vested in Defendants’ boards of directors to monitor 

15 and take remedial action to prevent wrongful conduct, provides further assurances that alleged 

16 misconduct will not continue in the future. One such mechanism is the ability of boards of 

17 directors to replace senior management if circumstances so dictate. I have conducted an 

18 empirical study which demonstrates that corporate managers who are involved in allegations of 

19 wrongdoing are frequently replaced without intervention by courts or “independent monitors.” 

20 Q. Please summarize your third opinion regarding Dr. Bazerman’s other proposed 

21 remedies. 

22 A. Because Dr. Bazerman’s justifications for his other proposed remedies are based on the 

23 same speculative conclusions regarding the effects of potential biases and incentives on the 
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1 Defendants’ and their employees’ future behaviors, Dr. Bazennan’s other proposed remedies 

2 have flaws similar to those associated with removing senior management. Rather than 

3 recommending that the Court implement any specific remedy, the only specific recommendation 

4 that Dr. Bazerman makes is a scheme by which the Court would appoint monitors who, after the 

5 close of trial, would conduct their own factual investigation and then recommend certain 

6 remedies to the Court. Setting aside the vagueness and lack of specificity of this proposal, 

7 neither Dr. Bazennan’s expertise nor his writings address the intractable practical problems 

8 associated with his proposed monitoring scheme. 

9 iv. Behavioral Decision Research Does Not J ustify The Proposed 

10 Extreme Remedy of Removing Senior Management 

11 Q. Dr. Bazerman recommends that “the Court consider structural changes for 

12 defendant companies that include . . . removing senior management.” (Bazerman Written 

13 Direct p. 2) What research does Dr. Bazerman rely upon to support this proposed 

14 remedy? 

15 A. Dr. Bazennan primarily relies on “behavioral decision research” in an attempt to 

16 describe systematic biases that affect Defendants’ managers. He then attempts to extrapolate 

17 from that research to make predictions about future behaviors of Defendants’ managers. 

18 Q. Does the research regarding systematic biases provide support for the proposed 

19 remedy of removing senior management? 

20 A. No, it does not. The effects of potential biases on senior managers’ behavior are - at best 

21 - ambiguous. There are potential problems with applying behavioral economics and behavioral 

22 decision research to real world actions of individuals and firms. 
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1 Q. Dr. Bazerman testified that the “core, but not only, method of behavioral decision 

2 research has been the use of tightly controlled laboratory experiments,” (Bazerman 

3 Written Direct p. 5) Is Dr. Bazerman correct to rely on this research to make predictions 

4 about real world situations, including those faced by senior management of Defendants? 

5 A. No, he is not. There are several problems with extrapolating evidence from laboratory 

6 experiments into real world settings. First, the managers of large corporations are different from 

7 the subjects of a carefully controlled research experiment. Senior managers are paid experts in 

8 their field with substantial decision-making experience in their areas of expertise. Clearly, the 

9 monetary rewards at stake in the real world situation of a large corporation far outweigh those in 

10 simulated experimental studies where the stakes frequently are zero or at most trivial. Market 

11 forces select managers based on their ability to perform their jobs successfully. Managers who 

12 make important decisions related to their jobs in irrational or biased ways are unlikely to retain 

13 their positions - let alone advance. 

14 Q. Has Dr. Bazerman himself recognized the limitations of invoking these experimental 

15 results to describe or predict real world behavior by experts or experienced decision 

16 makers? 

17 A. Yes, he has. Dr. Bazerman was the author of a 1991 book that precisely made this point, 

18 stating: 

19 Much of the research on judgmental biases identified in earlier 

20 chapters relied upon student subjects in laboratory settings 

21 negotiating or making decisions in task domains with which they 

22 were unfamiliar. Further, these subjects were not rewarded for 

23 accurate performance nor did they typically incur costs for making 

24 poor decisions . . . Experts or experienced decision makers 

25 responsible for important decisions in their area of expertise or 

26 experience may not be accurately characterized by this stream of 
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1 

2 


research (i.e., they may not be subject to the systematic errors of 
cognitive biases). 


3 (M. Bazennan and M. Neale, Cognition and Rationality in Negotiation , The Free Press, New 

4 York, 1991, p. 81 (JD-055167)) 

5 Q. Has Dr. Bazerman made the same point in more recent publications? 

6 A. Yes. A 2002 article co-authored by Dr. Bazennan “acknowledge[s] that decision making 

7 by a student sample may not always reflect the actual decision making of managers and public 

8 policy makers, who may suffer personal consequences from cooperating; or failing to do so, in a 

9 social dilemma.” (K. Wade-Benzoni, M. Bazerman, et al ., “Cognitions and Behavior in 

10 Asymmetric Social Dilemmas: A Comparison of Two Cultures,” J. of Applied Psychology , 2002, 

11 Vol. 87, No. 1, p. 93 (JD-055166)) 

12 In addition, in response to the Court’s questions in this trial, Dr. Bazerman agreed that 

13 there is “no doubt” “about the fact that obtaining experience and expertise is a key to more 

14 effective decision making.” (5/4/05 Tr. (p.m.) p. 20470) 

15 Q. But Dr. Bazerman has testified that he and others have performed laboratory 

16 experiments on corporate executives with similar results to those found on student samples. 

17 (5/4/05 Tr. (a.m.) p. 20331-20332, 20337-20339) Does this change your opinion about the 

18 reliability of Dr. Bazerman’s predictions regarding Defendants’ future actions? 

19 A. No, it does not. As I testified above, laboratory settings cannot always be extrapolated 

20 into the real world. Dr. Bazennan gave the example of how groups of executives that he has 

21 taught showed bias by failing to solve a simple numerical problem. However, if a large 

22 corporation is faced with the same problem with serious consequences at stake, they would 

23 certainly ensure that they get the problem right. Multiple individuals with expertise in the area 
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1 would analyze the problem. They would take the time necessary to explore the problem in 

2 detail. By moving executives into the artificial setting of the laboratory, the experiment no 

3 longer captures the decisions that would actually be made inside a company if serious 

4 consequences were at stake. 

5 Q. Dr. Bazerman has testified that he has applied the concept of systematic bias to the 

6 accounting industry. (Bazerman Written Direct p. 38-41) Does Dr. Bazerman’s work in 

7 this area change your opinions about the applicability of behavioral decision research to 

8 this case? 

9 A. No, it does not. Dr. Bazerman’s work in this area and his conclusions appear to be based 

10 on laboratory experiments that are similar to the ones he has discussed in this case and thus have 

11 the same limitations. Dr. Bazerman acknowledged this similarity in his testimony when he said 

12 that his work on auditor independence did not “grow out of the study of a particular industry” but 

13 instead “developed out of my research” which “can be applied to a number of contexts.” 

14 (Bazerman Written Direct p. 41) 

15 Q. Professor Fischel, you testified that unlike what is observed in the laboratory, 

16 corporations can spend the time and resources to correctly solve problems if the stakes are 

17 sufficiently large. What about the small decisions that executives make every day when 

18 performing their duties. Are you claiming that biases play no role in the decision-making 

19 behavior of senior management? 

20 A. Absolutely not. As Dr. Bazerman acknowledged to the Court, “all of us are biased in 

21 systematic ways.” (5/4/05 Tr. (a.m.) p. 20374) However, I find it curious that Dr. Bazerman 

22 claimed that he does “an excellent job of taking a variety of steps to reduce the likelihood that 
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1 [he is] affected by bias,” (5/4/05 Tr. (a.m.) p. 20374), but failed to make room for the possibility 

2 that very experienced senior managers in the tobacco industry may be able to do the same. 

3 More importantly, there is no way to reliably predict how biases will affect the future 

4 decision making of executives given the complicated and conflicting incentives and biases that 

5 influence all of us. 

6 Q. Dr. Bazerman testified that, because Defendants may have certain incentives to act 

7 fraudulently, “managers and executives will be incapable of making unbiased judgments, 

8 and these biases will operate in the systematic direction of their incentives even for the 

9 most honest of managers and executives.” (Bazerman Written Direct p. 2) If correct, 

10 doesn’t this show that Defendants’ senior management will suffer from biases that cause 

11 them to engage in fraudulent activities in the future? 

12 A. No, it does not. While focusing on supposed biases to engage in wrongful behavior, Dr. 

13 Bazerman ignores other potential biases which could generate opposite predictions about 

14 managers’ likely future behavior. Instead of focusing on the biases allegedly favoring illegal 

15 conduct, it would be equally plausible that the current and related litigations and controversies 

16 may make senior management biased against undertaking activities that bear any resemblance to 

17 their past activities. In fact, managers may become excessively risk averse because of the 

18 possibility of being fired and may refrain from undertaking even legal activities that may be in 

19 the best interest of their companies. Under this scenario, existing managers would be less likely, 

20 not more likely, to engage in future unlawful behavior than unidentified replacements. 

21 Q. Does Dr. Bazerman provide a methodology or basis for determining which scenario 

22 - more or less likely to engage in wrongful behavior - will occur if senior management is 

23 not replaced? 

Written Direct: Daniel R. Fischel, US v. PM, CV-99-2496 (D.D.C.) (GK) Page 12 


http://legacy.library.ucsf.e®a>tliol/ehfaffaQCWp«Mv.industrydocuments.ucsf.edu/docs/jnxl0001 



1 A. No, he does not. And I am not aware of any methodology to definitively determine in 

2 which direction potential biases are likely to operate in this situation or if they are likely to 

3 operate at all in any systematic way. 

4 Q. What, if anything, does the absence of such a methodology lead you to conclude 

5 about Dr. Bazerman’s predictions? 

6 A. It leads to me to conclude that Dr. Bazerman’s predictions about the likely future 

7 behavior of existing managers are neither robust nor reliable. 

8 Q. Regardless of the accuracy of Dr. Bazerman’s predictions about the future behavior 

9 of current senior management, wouldn’t replacing those managers with new managers 

10 “allow a new corporate environment to develop, one that is free of the biases that lead and 

11 have led to their misconduct”? (Bazerman Written Direct p. 54-55) 

12 A. Not necessarily. Future managers will face the same alleged incentives to increase 

13 market share and profits and to avoid misconduct as do current managers. As a result, Dr. 

14 Bazerman does not show that removal of senior managers will prevent future unlawful conduct. 

15 Q. Does Dr. Bazerman describe who will replace the current senior management 

16 should this remedy be implemented? 

17 A. No, he does not. 

18 Q. Could the pool from which potential replacements are selected affect whether 

19 potential biases remain? 

20 A. Yes. Because it would make economic sense to replace at least some of the existing 

21 management with persons with prior tobacco industry experience, these new managers may face 

22 similar biases as the incumbent managers today. Indeed, as shown by Table 1 below (JDEM - 

Written Direct: Daniel R. Fischel, US v. PM, CV-99-2496 (D.D.C.) (GK) Page 13 


http://legacy.library.ucsf.e®a>fliol/ehhaffaQCWp«Mv.industrydocuments.ucsf.edu/docs/jnxl0001 



1 10417), experience in the tobacco industry appears to be particularly important in running a 

2 tobacco company. 
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3 

4 Q. Could this problem be alleviated by simply deciding that those with past tobacco 

5 industry experience are ineligible to replace the current managers? 

6 A. Limiting the pool of applicants this way would raise its own set of problems which Dr. 

7 Bazerman also fails to address. If the managers are hired exclusively from inexperienced 

8 candidates, this would greatly increase the social costs of imposing this remedy because the new 

9 managers may know little or nothing about running a tobacco company. This could have 

10 devastating results not only for the companies’ employees and shareholders, but also for the 

11 public, as doing away with those managers with particular experience and knowledge regarding 

12 safer cigarette research may delay or completely prevent the development and marketing of such 

13 cigarettes. 
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1 Q. Does Dr. Bazerman describe which managers should be removed or the basis upon 

2 which court-appointed monitors or others should determine who should be removed? 

3 A. No, he does not. Like his other proposed remedies, Dr. Bazerman “would defer to the 

4 monitors and the Court” not only “to determine who should be removed,” but also to determine 

5 the appropriateness of removal “both in terms of level of management and functionally which 

6 departments. ” (Bazerman Written Direct p. 55-56) 

7 v. Dr. Bazerman Is Wrong to Conclude That Defendants’ Alleged 

8 Misconduct Will Necessarily Continue 

9 Q. Dr. Bazerman testified that, “I conclude that defendants’ misconduct will continue 

10 absent significant Court intervention to change the incentives and systematic biases 

11 operating on defendants’ managers and executives.” (Bazerman Written Direct p. 1) Do 

12 you agree with this testimony? 

13 A. No, I do not. To the contrary, there is no reason to assume that the defendant companies 

14 or their current management will fail to follow the directions of the court. In addition, numerous 

15 mechanisms already exist to give managers incentives to act lawfully. 

16 Q. What tools does the Court have available to it to provide incentives to current 

17 management to refrain from engaging in misconduct? 

18 A. The one that first comes to mind is the Court’s power to identify certain wrongful 

19 conduct and enter an injunction preventing Defendants from engaging in such conduct in the 

20 future. Indeed, such a solution would be a much more direct and efficient means of 

21 accomplishing the goals of preventing future misconduct than to require the wholesale 

22 replacement of senior managers who may or may not have participated in misconduct in the past 

23 and who may or may not engage in misconduct in the future. 
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1 Q. Dr. Bazerman testified that he does not believe a system of injunctions would be 

2 sufficient to stop misconduct. (Bazerman Written Direct p. 74-75; 5/4/05 Tr. (a.m.) p. 

3 20348) Does Dr. Bazerman provide any empirical evidence or research supporting his 

4 assumption that Defendants would engage in conduct expressly prohibited by orders of this 

5 Court? 

6 A. No, he does not present any empirical research on the effectiveness of injunctions or any 

7 evidence that injunctions are systematically violated by firms that have been involved in 

8 misconduct in the past. 

9 Q. If you assume, as Dr. Bazerman has, that Defendants’ alleged misconduct continues 

10 to this day, does that raise questions as to the efficacy of a court-ordered injunction? 

11 A. No, it does not. I understand there was, and still is, substantial uncertainty over which 

12 activities carried out by Defendants’ management in the past were or were not lawful. I also 

13 understand that there is substantial uncertainty about the relationship, if any, between past 

14 conduct by the Defendants and youth smoking behaviors. The fact that this long and 

15 complicated case has not yet concluded contributes to this context of uncertainty. However, 

16 once this case has been resolved and the Court has delineated permitted versus proscribed 

17 conduct, there is no reason to assume that managers will not act in accordance with these 

18 delineations. On the contrary, it is more plausible to assume that Defendant companies and their 

19 management will act lawfully to avoid future legal sanctions. 

20 Q. What other mechanisms exist to give managers incentives to act lawfully? 

21 A. Companies’ boards of directors and shareholders (particularly large and institutional 

22 shareholders) have incentives to monitor senior executives to ensure that they comply with the 
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1 law and refrain from engaging in wrongdoing. Managers know that they are being monitored 

2 and that there are likely to be negative consequences to themselves and their companies if they 

3 engage in wrongdoing. 

4 Q. Why do companies’ boards of directors or shareholders have incentives to make 

5 sure their companies refrain from illegal conduct? 

6 A. The board members’ and shareholders’ incentives are based on the negative 

7 consequences to their companies of adverse publicity and legal or regulatory actions. The board 

8 of directors of each Defendant company has the incentive to monitor and, if necessary, remove 

9 senior management to ensure that management complies with the law. 

10 Q. What if Dr. Bazerman is correct that Defendants’ senior management cannot 

11 overcome their biases and are likely to engage in unlawful conduct in the future? 

12 A. The board of directors of each company takes into account potential biases by senior 

13 management of the type discussed by Dr. Bazerman when deciding whether to retain its 

14 executives. If the board of directors determines that current management cannot adequately 

15 overcome their biases, then the managers can be replaced without need for court intervention. 

16 Q. Is there any evidence that companies actually do take actions to prevent 

17 misconduct? 

18 A. There is strong evidence that companies have responded to economic incentives 

19 associated with litigation, regulatory investigations, and other allegations of wrongdoing by 

20 removing senior management without the intervention of a court or regulatory body. Academic 

21 research has documented increased turnover of senior management surrounding litigation or 

22 allegations of wrongdoing. For example, a study of companies that were the target of SEC 
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1 Accounting and Auditing Enforcement Releases shows that “more than 72% of the enforcement 

2 targets fired or forced the resignation of top managers.” (E. Feroz, et al. , “The Financial and 

3 Market Effects of the SEC’s Accounting and Auditing Enforcement Releases,” J. of Accounting 

4 Res., Vol. 29 Suppl. 1991, p. 108) 

5 Another study of companies that were the target of shareholder litigation shows 

6 significantly greater turnover of top management in firms that experienced litigation than in a 

7 control group of otherwise similar firms: 

8 Top management of lawsuit firms turned over significantly more 

9 frequently than did their matches: 55 percent of lawsuit firms 

10 experienced a change in CEO or Chair in the years surrounding the 

11 litigation while only 31 percent of the matches experienced a 

12 change . . . 

13 (R. Romano, “The Shareholder Suit: Litigation without Foundation?,” The J. of Law, Econ. & 

14 Organiz-, Vol. 7, No. 1, Spring 1991, p. 71-72) Another study shows similar results for firms 

15 that experienced class action filings. (P. Strahan, “Securities Class Actions, Corporate 

16 Governance and Managerial Agency Problems,” Fed. Res. Bank ofN.Y., Nov. 1998) 

17 Q. Have you performed your own investigation of whether companies frequently 

18 remove senior management due to private incentives arising from allegations of 

19 wrongdoing? 

20 A. Yes. There are many recent examples of large companies that removed senior managers 

21 due to private incentives arising from litigation (including voluntary agreements as part of 

22 settlements or consent decrees), regulatory investigations, or other allegations of wrongdoing. 

23 Q. Have you prepared a summary table that reflects some of these examples? 

24 A. Yes. JDEM-010418 displays 157 companies that dismissed senior executives between 

25 January 1, 2000 and April 1, 2005. As the final column of the table shows, many of these 
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1 dismissals were related to allegations of wrongdoing. Clearly, numerous companies have 

2 responded to incentives and removed senior managers for the good of the company. 

3 Q. Has the response of boards of directors to corporate scandals or charges of wrongful 

4 behavior evolved over time? 


5 A. Yes, it has. There is evidence that corporate boards have recently become more 

6 independent and more likely to challenge senior executives. For example, Arthur Levitt, Jr., 

7 former chairman of the SEC, has written: 


8 A little more than three years after the fall of Enron, boardrooms 

9 and executive suites in America are undergoing a vast cultural 

10 change. Recently, boards at companies as diverse as AIG, 

11 Hewlett-Packard, Disney, and Fannie Mae have ousted CEOs for 

12 not delivering promised shareholder value, committing ethical or 

13 accounting lapses, or a combination of both . . . What is different 

14 in March 2005 than in March 2001 is that if CEOs or boards are 

15 unresponsive, conflicted, or inept, shareholders will take action. 

16 Pressure will be brought to bear by institutional investors, the 

17 media, and public officials. Boards will be forced to act. 

18 (A. Levitt, Jr., “The Imperial CEO Is No More,” WSJ, March 17, 2005) In addition, the Business 

19 Roundtable recently conducted a survey of large companies. The survey reveals a trend toward 

20 independence in corporate governance. In particular, the survey found: 


21 More than four out of five companies (83%) have an independent 

22 chairman, lead director or presiding director - a 12% increase from 

23 a year ago. 

24 Every company (100%) expects outside directors to meet in 

25 executive session in 2005, with 71% expecting executive sessions 

26 at every board meeting . . . .[This can be compared with] 68% of 

27 companies ... [in 2004 and] . . . 55% that met in executive session 

28 at every board meeting in 2003. 

29 (“Business Roundtable Corporate Governance Survey Key Findings,” Business Roundtable, 


30 March 2005) 
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1 Q. Are the examples of removal of senior management cited in Dr. Bazerman’s written 

2 direct examination consistent or inconsistent with your opinions regarding the role that 

3 companies and their boards of directors play in responding to alleged misconduct? 

4 A. The examples Dr. Bazerman provides are completely consistent with the research and 

5 evidence I have just cited. Indeed, Dr. Bazerman cites only three examples of senior 

6 management removal each of which resulted from internal company action, rather than 

7 external court-imposed or court-monitor-imposed remedies. Dr. Bazerman refers to the 

8 replacement of 290 of 300 of Tyco’s top managers. (Bazerman Written Direct p. 56, 58) 

9 However, as Dr. Bazerman testified on cross-examination, the monitors who accomplished the 

10 removal were “appointed by the board of directors under threat of litigation” but not by the court. 

11 (5/4/05 Tr. (p.m.) p. 20449) 

12 Similarly, the removal and replacement of 10 managers at IBM resulted from internal 

13 company action taken by Louis Gestner, who had been hired by IBM to restmcture the company. 

14 (Bazerman Written Direct p. 56) And the Salomon Brothers example (Bazerman Written Direct 

15 p. 57) appears to refer to the resignation of several senior executives of Salomon Brothers in 

16 1991 in anticipation of regulatory and legal investigations arising from allegations of illegal 

17 bidding for Treasury securities. (“Salomon’s 2 Top Officers to Resign Amid Scandal,” New 

18 York Times , August 17, 1991) 

19 Q. Are there other groups besides boards of directors and shareholders that monitor 

20 senior managers and provide them with incentives to act lawfully? 

21 A. There are numerous external entities that monitor senior executives and provide 

22 incentives to comply with the law and refrain from engaging in wrongdoing. These include 

23 government regulators, consumer watchdog groups, and media organizations. 
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1 Q. What incentives do these external groups have to monitor and provide incentives to 

2 management to refrain from illegal conduct? 

3 A. Each of these groups has incentives to correct, punish, or expose unlawful management 

4 conduct. Government regulators and consumer groups have these incentives based on their 

5 desire to enforce the law and protect public health. Members of the media have these incentives 

6 because exposure of misconduct is likely to increase their prestige and profitability. 

7 Q. Dr. Bazerman contends that “the existence of external monitors like watchdog 

8 organizations” is not “sufficient to prevent misconduct in the future,” and that Defendants 

9 may develop a “siege mentality” in response to such monitoring that will result in increased 

10 rigidity and “greater self-serving interpretations.” (Bazerman Written Direct p. 35-36) Do 

11 you agree? 

12 A. I disagree for several reasons. First, I have seen no credible empirical research or data 

13 that shows that external monitoring leads to a “siege mentality” that results in increased wrongful 

14 behavior or makes it less likely that such behavior will be changed. Second, in today’s corporate 

15 culture, managers are well aware that an external monitor’s finding of improper activities can 

16 have deleterious effects. For example, negative consequences to managers or to the defendant 

17 companies of being caught engaging in unlawful behavior could include legal sanctions; 

18 increased government regulation or taxation; a decline in the company’s stock price (reflecting 

19 market perceptions of increased costs or reduced profits arising from the unlawful acts); and 

20 being fired. 

21 Q. During his trial testimony, Dr. Bazerman discussed U.S. Exhibit 18241, depicting 

22 “Current Incentives to the [Tobacco] Industry.” Dr. Bazerman testified that “the reason 

23 that I have depicted this figure as I have is that the incentives for profit, market share, et 
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1 cetera, are outweighing the incentives to do the right thing and to follow the law.” (5/4/05 

2 Tr. (a.in.) p. 20324) Do you agree with Dr. Bazerman that Defendants’ financial incentives 

3 from alleged wrongdoing necessarily outweigh their incentives to follow the law? 

4 A. No, I do not. I have already discussed several negative consequences to Defendants and 

5 their managers from being caught violating the law. In particular, there are significant economic 

6 benefits to Defendants in minimizing legal expenses and the negative consequences associated 

7 with legal and regulatory proceedings. In fact, it is likely that the value of tobacco companies 

8 will increase if they are successful in minimizing their legal exposure from tobacco litigation and 

9 regulatory proceedings. 

10 vi. Dr. Bazerman’s Other Proposed Remedies Have Flaws Similar To 

11 Those Associated With Removing Senior Management 

12 Q. Are the problems you have described limited to Dr. Bazerman’s proposed senior- 

13 management-removal remedy? 

14 A. No, all of Dr. Bazennan’s proposed remedies have flaws similar to those associated with 

15 a remedy of removing senior management. This is because Dr. Bazerman’s justifications for all 

16 of his remedies are based on the same speculative conclusions regarding the effects of potential 

17 biases and incentives on the Defendants’ and their employees’ future behaviors. The 

18 speculativeness of Dr. Bazennan’s conclusions is further illustrated by his inability to 

19 recommend that any specific remedy be implemented but instead that court-appointed monitors 

20 would conduct their own separate investigations outside of the remedies phase of trial. 

21 Q. Does any of Dr. Bazerman’s research or the material he cites provide a basis for 

22 implementing his monitoring scheme? 
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A. Neither Dr. Bazerman’s expertise nor his writings address the intractable practical 
problems associated with his proposed monitoring scheme. While Dr. Bazerman’s research has 
led him to suggest that monitors should consider certain remedies - remedies that I disagree with 
- his research and expertise do not relate to the specifics of how his recommendation for 
monitors should be implemented. In fact, Dr. Bazerman testified that “I have not specified the 
details of the monitoring system, I view that as a decision the Court would decide based on far 
more information than I have available...” (5/4/05 Tr. (a.m.) p. 20386) 

Q. Dr. Bazerman contends that a court-appointed monitor will not suffer from the 
same biases that he concludes managers suffer from because the monitors would have a 
more rational “outside” perspective. (Bazerman Written Direct p. 75-76) Do you agree? 

A. I agree that the monitors may not suffer from the same biases as current managers, but 
they may suffer from different biases than those held by managers. For example, it is possible 
that monitors themselves may be biased by incentives towards imposing excessive remedies to 
justify their monitoring or to shield themselves from criticism. 

Q. Do you have other concerns about the monitoring process recommended by Dr. 
Bazerman? 

A. Dr. Bazerman fails to provide any specificity regarding who the monitors will be, the 
scope of their work, the information they will be allowed to gather or use, the way in which they 
will interact with the Court, or the limits on their authority. As a result, there are many potential 
problems that depend on the particular process that is implemented. 

For example, there is the concern that monitors are unlikely to be sufficiently 
knowledgeable to make optimal decisions. They are also unlikely to bear the negative 
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1 consequences associated with making poor decisions that damage the firm, its investors, 

2 consumers, and employees. Some of these problems might be mitigated by forcing the monitors 

3 to submit expert testimony that is subject to cross-examination and review by outside experts. 

4 However, that is what I understand is supposed to be happening during the remedies phase of 

5 this trial. 

6 Q. Why would it be helpful for the monitors’ work to be subject to cross-examination 

7 and reviewed by outside experts? 

8 A. Dr. Bazennan testified that it might be appropriate for monitors to conduct a “cost-benefit 

9 analysis” as well as “a balancing test where they’re going to weigh remedies” and then to 

10 “decide which remedies would be the most efficient by minimizing the impact on certain stake 

11 holders.” (5/4/05 Tr. (p.m.) p. 20388-20390) These are potentially complicated analyses, with 

12 many choices which need to be made. Different experts often come to different conclusions in 

13 analyzing the relative costs and benefits of these different choices. One of the purposes of the 

14 legal system is to allow each side to present their own analysis, examine the other side’s analysis, 

15 and have a judge or jury make a final determination. Dr. Bazennan’s proposal appears to 

16 delegate the role of judge and jury to unaccountable monitors in a situation when the nonnal 

17 system is fully capable of perfonning a satisfactory investigation. Alternatively, Dr. Bazennan 

18 may be proposing a new trial after the monitors have completed their work with all of the 

19 resulting costs associated with delay and lack of finality. 
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